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Taking Mortgage Interests in Real
Property Under the Guarantee Law of the
People's Republic of Chia
By BRIAN Y. LEE*

I. Introduction
Since late 1978, the People's Republic of China ("PRC" or China) has
achieved impressive economic results through sweeping economic reforms. Over the past two decades, the PRC's real gross domestic product
("GDP") has grown at an average rate of seven to eight percent and exports
have expanded at an average annual rate of sixteen percent!' In 1996, foreign direct investment reached a total capital of over $40 billion.2 China's
foreign exchange reserves, topping $132.2 billion, rank second only to Japan's.3 Despite these achievements, PRC's economy has nevertheless been
persistently undermined by the inefficiency of its financial sector. For
years, a fragmented regulatory environment governed the control of the
money supply, commercial banking powers, and other commercial transactions.4 Financial institutions, under pressure to make policy loans to
state-owned enterprises ("SOE") and politically favored customers, had to
operate in an uncertain legal context that imposed few penalties on de-

* Member of the Class of 1998. B.A. University of California, Los Angeles, 1994.
The author wishes to extend his gratitude to his friends and family for their love, support,
inspiration, and sense of humor. Most importantly, the author would like to dedicate this
Note to his mother, Cindy Lu, because she is simply the best.
1. Survey of China, ECONOMIST, Mar. 18, 1995, at 17.
2. A Lorry-load of Trouble in Asia, ECONOMIsT, Dec. 6, 1997, 65, 66; Wei Jia,
Tidal Changes in Chinese Foreign Investment Lmvs and Policies, 2 TUL J.INT'L &
COMP. L. 23, 24 (1994) (noting that from 1978 to 1993, foreign direct investment in
China reached over $58 billion in total capitalization).
3. Emerging-Market Indicators, ECONOMIST, Dec. 6, 1997, at 114; Ian Johnson,
China's Cash: Too Much of a Good Thing, WALL. ST. J.,Feb. 25, 1997, at Al6, available in 1997 WL-WSJ 2410755 (noting that China's foreign exchange reserves reached
over $105 billion dollars).
4. See Susan H. MacCormac, Foreign Banking in China: Opportunitiesfor U.S.
Investors in the 1990s, 7 J.CHINESE L. 225, 230-33 (1993).
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faulting borrowers. 5 As a result of this financial cronyism, inflation has
remained high for years, averaging twenty-four percent in 19946 and government budget deficits have averaged four to five percent of GDP.7 Most
alarming, however, are the thousands of ailing SOEs that are still mired in
operational losses. In 1993 alone, official figures show that state-operated
banks spent $3.5 billion dollars to subsidize SOEs.8 These subsidies have
further contributed to China's portfolio of bad loans, which economists
have estimated to be over $200 billion.9 In light of the currency turmoil
cautious handling of its overcurrently plaguing the rest of Asia, China's
10
extended financial systems is imperative.
To combat these financial problems, Vice Premier Zhu Rongzi, the
nation's economic czar, vowed to press for "unprecedented" reforms that
would push forward his plan (1) to establish a macro-control system by the

central bank, (2) to separate policy finance and commercial finance, and
(3) to establish a market financial system, with orderly competition and
close supervision."

To achieve these objectives, the National People's

Congress in 1995 adopted a wave of much anticipated financial reforms,
seeking to restructure the inefficient banking system and lay the foundation
for a more commercially-oriented and comprehensive regulatory regime,

For example, the Law on the People's Bank of China,' 2 which came into
effect on March 18, 1995, spells out the responsibilities, organizational

framework,

and accounting policy of the People's Bank of China

("PBOC"). 3 Also enacted in the same year was the Law on Commercial

5. Stephen Foe, Laws on the FinancialSystem, in INTRODUCTION TO CHINESE LAW,
489, 493 (1997); Ian Johnson, China'sLeaders to Bolster Banking System, WALL ST. J.,
Nov. 18, 1997, at A19, available in 1997 WL-WSJ 14174124.
6. Survey of China, supra note 1, at 6; Kathy Chen & Joseph Kahn, ChinaApplies
the Brakes to Reforms, WALL ST. J., Apr. 7, 1995, at A10, available in 1995 WL-WSJ
2125673 (noting that the Beijing government has been striving to quell a persistent nationwide inflation rate that averaged 25% in 1994).
7. Survey of China, supra note 1, at 10.
8. See Ernest Stem, China Can't Afford the Burden of Para-StatalDuds, INT'L
HERALD Tam., May 20, 1994, at *6, available in 1994 WL 9792068.
9. Johnson, supra note 5.
10. For a brief discussion of the Asian financial crisis, see Jathon Sapsford, et al.,
Asia's FinancialShock. How It Began, and What Comes Next, WALL ST. J., Nov. 26,
1997, at Al 1, available in 1997 WL-WSJ 14175149.
11. Karen Elliott Hofise,.China's Race to Reform: Zhu Promises "Unprecedented"
Reforms, AsIAN WALL. ST. J., at Al, available in 1993 WL-WSJA 2010879.
12. The Law on the People's Bank of China, 8th Nat'l People's Cong., 3rd Sess.,
Standing Comm. (Mar. 18, 1995) [hereinafter "People's Bank Law"].
13. For years, the PBOC was the only bank in China, functioning both as a central
bank and as a commercial bank. MacCormac, supranote 4, at 230. The PBOC had been
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Banks (Commercial Banks Law), 14 which frees, with some exceptions,
commercial banks from the obligation of providing policy loans and establishes that commercial banks should operate under the market principles of
efficiency, safety, and liquidity.' 5 Other relevant legislation
includes the
17
16
Law on Negotiable Instruments and the Law on Insurance.
This momentum for financial reform continued as the long-awaited
Guarantee Law 8 came into effect on October 1, 1995. This important law
deals with the legal requirements, rights, and obligations concerning security over property and guarantees of debt, allowing commercial banks to
secure their loans with collateral. By standardizing the process of securing
a transaction, the Guarantee Law further supports the Commercial Banks
Law's requirement that borrowers from commercial banks give guarantees
or collateral, 19 and provides commercial banks with a legal tool to more effectively exercise credit allocation and debt recovery against defaulting
debtors. Together with the other financial reform legislation, it solidifies
the progress that has been made in the financial sector and, more signifi-

a government agency with the main responsibilities of stabilizing the value of renminbi
(RMB) and allocating funds for various constructions and projects. Id. at 230-31. Essentially, it acted as a bookkeeper and cashier for the nation in a highly centralized, controlled, and planned manner. Id. Under the new People's Bank Law, the PBOC is allowed to use economic and market-oriented mechanisms, rather than purely
administrative measures, to perform its responsibilities as monetary policy maker and
executor. People's Bank Law, supra note 12, art. 4. These economic mechanisms included, among others, determining the basic interest rate, requiring banks to deposit reserves, granting loans to commercial banks, and buying and selling treasury bonds and
other government securities in the open market. Id.
14. The Law of Commercial Banks of the People's Republic of China, 8th Nat'l
People's Cong., 13th Sess., Standing Comm. (May 10, 1995) (effective July 1, 1995)
[hereinafter "Commercial Banks Law"].
15. Id. art. 4.
16. The Law on Negotiable Instruments of the People's Republic of China, 8th Nat'l
People's Cong., 13th Sess., Standing Comm. (May 10, 1995) [hereinafter "Negotiable
Instruments Law"].
17. The Law on Insurance of the People's Republic of China, 8th Nat'1 People's
Cong., 13th Sess., Standing Comm. (May 10, 1995) [hereinafter "Insurance Law"].
18. Guarantee Law of the People's Republic of China, 8th Nat'l People's Cong.,
14th Sess., Standing Comm. (June 30, 1995) (effective Oct. 1, 1995) [hereinafter "Guarantee Law"].
19. See Commercial Banks Law, supra note 14, art. 36 ("When taking out a loan
from a commercial bank, a borrower shall provide a guarantee or collateral. The commercial bank shall carry out strict investigation of the guarantor's ability to repay the
loan, the ownership and value of the collateral and the feasibility of realizing the mortgage or pledge rights.").
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cantly, provides a legal framework in which a new banking
system more in
20
conformity with the international standard will develop.
In essence, the Guarantee Law categorizes five different means of
creating security: (1) a mortgage over the debtor's or a third party's assets;2 1 (2) a guarantee of debts by the debtor or a third party; 22 (3) a pledge
over the debtor's or a third party's assets; 23 (4) a lien over he debtor's as25
24
sets pursuant to a commercial contract; and (5) an earnest by the debtor,
Of the five ways to take security, this Note focuses only on the procedures
and process of taking mortgage interests of real property in the PRC. In
particular, this Note examines how the local mortgage laws in Beijing,
Guangzhou, and Shanghai interact with the Guarantee Law to create special issues and rules.2 As with most PRC laws, the Guarantee Law only
outlines the general policies and principles on secured transactions and deliberately leaves room for local regulations to cover specific areas such as
registration procedure and fees. Only when the local regulations are in
conflict with the Guarantee Law would the latter prevail.
Following this brief introduction, Section II briefly surveys the five
ways to take security under the Guarantee Law, focusing on mortgages and
the various types of property that may be subject to a mortgage interest.
Section II then outlines the basic components of a mortgage agreement,
namely, the writing requirement and other essential and prohibitive terms
in a mortgage agreement. Section IV addresses the registration requirement and other priority issues. Section V then discusses notarization and
appraisals, which a mortgage lender must obtain, even though they are not
explicitly required in the Guarantee Law. Next, in Section VI, this Note
examines the ways of enforcing security interests in the PRC, including
consultation, mediation, arbitration, and litigation. In a final evaluation in
Section VII, it concludes that although the Guarantee Law undoubtedly is a
positive step in the right direction, other improvements must come about to
20. Over the past ten or so years, the National People's Congress has adopted approximately one hundred pieces of legislation related to the market economy to form the
legal framework for China's market economy. Peng Shujie, Chinese Legal System
GraduallyAdopts InternationalPractices,39 BEttNG REV. 23, Jun. 3, 1996, at *2,
available in 1996 WL1 1664629.
21. Guarantee Law, supranote 18, art. 33.
22. Id. art. 6.
23. Id. art. 63.
24. Id. art. 89.
25. Id. art. 82.

26. Some of the other regions with their own local mortgage regulations include
Guangdong Province, Fujian Province, Shengzhen Special Economic Zone, and Tianjin

Special Economic Zone.
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effect long-lasting reforms to the PRC's credit allocation and debt recovery

system.

I1. Defimition of Terms
A. Mortgage Interests

A mortgage is defined as an interest in property granted by a debtor or
a third party to the creditor as a security for an obligation without the
transfer of possession of such property. 7 Essentially, a mortgage allows a
creditor, upon a default by the debtor, to (1) negotiate with the debtor to

receive payment by converting the property into value or (2) dispose of the

property by sale or auction and use the proceeds to discharge the debt.2 If
the proceeds exceed the debt amount, the debtor will receive the surplus z
If the proceeds
fall below the debt amount, the creditor may sue for the de30
ficiency.
B. Property Issues
Articles 34 and 37 of the Guarantee Law designate the kind of property that can or cannot be mortgaged. Property that can be mortgaged includes: (1) any improvements and fixtures owned by the mortgagor;, (2)
any machinery, vehicles, and other assets owned by the mortgagor, (3) any
state-owned land, buildings, and fixtures for which the mortgagor has the
use and disposition rights; (4) any state-owned machinery, vehicles, and
other assets for which the mortgagor has use and disposition rights; (5) any
barren mountains, barren valleys, waste hills, and waste sands, for which
the mortgagor has the land-use rights; and (6) any other property that may
be lawfully mortgaged under law.3'
Property that cannot be mortgaged includes: (1) land ownership; (2)
property for which land-use rights are collectively owned; (3) education
facilities, medical and public health facilities, and other facilities for public
interests; (4) property for which ownership or land-use rights are in dispute; (5) property which the government has lawfully taken into 2custody;
and (6) any other property which may not be mortgaged under law?

27. Guarantee Law, supra note 18, art. 33.
28. Id. art. 53.

29. Id.
30. Id.
31. Id art. 34.
32. Id art. 37.
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C. Guarantees of Debts
Another form of security often employed in conjunction with a mortgage is a guarantee, which is an act under which, according to an agreement between a guarantor and a creditor, the guarantor shall perform a debt
33
or bear responsibility as contracted if the debtor fails to pay the debt.
Any legal person, organization, or a citizen with the ability to settle on behalf of others may act as a guarantor. 34 Although state agencies generally
cannot act as guarantors, they may still validly issue guarantees with respect to loans from foreign governments or international economic organizations upon approval by the State Council.35 If there are two or more
guarantors to a debt, each guarantor shall bear guarantee responsibility in
proportion to his proper share of the guarantee as contracted
If they do
not agree upon a share of the guarantee, however, each guarantor shall bear
joint and several liability.37 In that case, the creditor may require any of
the guarantors to bear full guarantee responsibility.38 The guarantor who
has already borne the guarantee responsibility may then recover compensation from the debtor, or other guarantors who bear joint and several liability to pay the shares they ought to bear.39
As mentioned in the preceding paragraph, guarantees are frequently
used in conjunction with mortgages to give mortgagees further protection
upon a default. For example, a creditor sometimes would demand a personal guarantee in addition to having a mortgage to secure the same obligation.40 This overlapping security would give the creditor two sources
against which to enforce its claims in case of a default - a wonderful advantage for creditors, especially in the PRC where enforcement can sometimes be tricky and frustrating. However, as shall be discussed in Section
V, the Guarantee Law now prohibits the use of overlapping security.
D. Pledge of Personal Property andIntangible Rights
A pledge is a guarantee under which the debtor or a third party transfers possession of his personal property or intangible rights to the creditor
33. Id. art. 6.
34. Id. art. 7.
35. Id. art. 8.
36. Id. art. 12.

37. Id.
38. Id.
39. Id.
40. Lana Wong, Lawyer Warns on MainlandPitfalls, S. CHiNA MOrNINo PosT, Nov.
25, 1995, at *2, availablein 1995 WL 7540875.
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pursuant to the terms of a pledge agreement. 4 ' If the debtor performs his
debt prior to or at the expiration of the debt, the creditor shall return the
pledged assets. 42 If the debtor fails to pay the debt, the creditor may receive compensation in priority from the money received from converting
the pledged assets into cash or from auctioning the pledged assets at a discount.43 After the things pledged are converted into cash or auctioned off,
if the proceeds exceed the amount of debt, the debtor shall receive the surplus; if the proceeds fall below the amount, the debtor shall remain liable
for the deficiency."
Property that may be subject to a pledge are personal property and
intangible rights. Personal property includes any tangible, movable property, as distinguished from real property.4 5 Intangible rights include: (1)
draft, check, promissory notes, bonds, deposit certificates, warehouse receipt and bills of lading; (2) shares of stock, (3) trademark right, patent
right, and
copyrights; and (4) other rights which may be pledged according
46
to law.
E. Lien
A lien, like a pledge of personal property, also involves a creditor
taking possession of the debtor's property, such that if the debtor fails to
perform the debt, the creditor may take priority in the money received from
converting such property into cash or from auctioning it off. However,
unlike a pledge, where the creditor's rights stem from a pledge contract, a
creditor's lien arises pursuant to law with the breach of any maintenance,
transport, processing or consignment contracts 8 An example of this
would be a mechanic's lien, whereby the mechanic may keep possession of
the automobile under repair and take priority in money received from selling the automobile to satisfy the unpaid debt. After the conversion into

41. Guarantee Law, supra note 18, art. 63.

42. Iad art 71.
43. Id arts. 63, 71.

44. Ia art. 71.
45. Id art. 92.
46. Id art. 75.
47. Id art. 82.
48. Id art. 84 ("With respect to the creditor's rights arising from maintenance contract, transport contract, processing and consignment contract, if the debtor fails to pay
his debt, the creditor shall have the right of lien. This provision shall apply to other
contracts which are subject to liens as provided by law.").
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cash or auction of the asset under a lien, the creditor shall return any49surplus from the proceeds and may also sue the debtor for any deficiency.
F. Earnest
Finally, an earnest is a form of guarantee under which the parties in a
commercial contract stipulate that the one party (payor) makes a partial
payment to the other parties (payee).50 The amount of earnest shall be
stipulated by the parties, but may not exceed twenty percent of the amount
of the subject-matter of the principal contract. 51 If the payor fails to perform as contracted, he or she will lose the earnest. 52 If,however, the payee
is the one who fails to perform as contracted, he or she must return to the
payor two times of the earnest. 53 Successful completion of the contract
will result in the return of the earnest to the payor.54
HL. The Mortgage Agreement
A.

Writing Requirement
Article 38 of the Guarantee Law provides that a mortgage agreement
must be in writing. 55 This is similar to the U.S. practice, which also requires a written agreement to create a valid security interest.56 What mortgage lenders in the PRC must pay special attention to, however, is the
choice of language in which to draft the mortgage agreement. Although
the Guarantee Law does not expressly provide that mortgage agreements
must be drafted in any specific language, the preferred language is still
Chinese, especially if the real property lies in Shanghai or Guangzhou.
This is because Article 20 of the Shanghai Municipality Real Property
Mortgage Procedures (Shanghai Mortgage Procedures) 57 and Article 22 of
the Guangzhou Real Property Mortgage Procedures (Guangzhou Mortgage
49.
50.
51.
52.
53.

Id. art. 87.
Id. art. 89.
Id. art. 91.
Id: art. 89.
Id.

54. Id.
55. Id. art. 39.
56. Uniform Commercial Code § 9-203(1), (2) (1994) [hereinafter "U.C.C."]; LYNN
M. LoPUKi & ELIZABETH WARREN, SECURED CREDrr: A SYSTEM APPROACH 178 (Little,
Brown and Co. 1995).
57. Shanghai Municipality Real Property Mortgage Procedures, art. 20, Shanghai
Municipal People's Goernment (Aug. 22, 1994) (effective Jan. 1, 1995) [hereinafter
"Shanghai Mortgage Procedures"].
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Procedures) 8 explicitly provide that a mortgage agreement must be written
in Chinese. If the mortgage agreement is also written in other languages,
the Chinese version will control. 59 Therefore, as a precautionary measure,
foreign mortgage lenders should not rely solely on the English translation
of their mortgage agreements.
B. EssentialTerms of a MortgageAgreement
Article 39 sets forth the essential terms of a mortgage agreement. A
mortgage agreement must include (1) the type and amount of the lender's
principal obligation; (2) the term for the debtor to pay his debt; (3) a description of the mortgaged property, including the name, quantity, quality,
condition, location, and status of ownership or use-right; (4) the scope of
the security under the mortgage, and (5) any other matters the parties
agreed to as necessary.6° Article 46 further states that the scope of the security, unless otherwise agreed upon by the parties, shall include the principal obligation, interest, liquidated damage, compensatory damages, and
any expenses incurred while enforcing the security.6
The Guarantee Law is silent as to whether failure to include any of
the above terms in the mortgage agreement would be construed as a direct
violation of the Guarantee Law and would automatically invalidate the
transaction. Unlike Article 9 of the Uniform Commercial Code
("U.C.C."), the Guarantee Law has no provision allowing for substantial
compliance.62 However, Article 39 does provide that if a mortgage agreement fails to include the necessary information, it may be amended subsequently. 63 In such a case, the mortgage lender must not forget to also register the amended mortgage agreement with the original registration
authority to avoid future complications.

58. Guangzhou

Municipality

Real Property Mortgage

Procedures,

art.

22,

Guangzhou Municipal People's Government (Jun 6, 1990) (effective July 1, 1990)
[hereinafter "Guangzhou Mortgage Procedures"].
59. Shanghai Mortgage Procedures, supra note 57, art. 20; Guangzhou Mortgage
Procedures, supra note 58, art. 22.
60. Guarantee Law, supra note 18, art. 39.

61. Id art. 46.
62. U.C.C. § 9-402(8) (1994) ("A filed financing statement substantially complying
with the requirements of this section is effective even though it contains minor errors
which are not seriously misleading.").
63. Guarantee Law, supra note 18, art. 39.
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C. Prohibitive Terms of a Mortgage Agreement
In order to prevent the mortgagee from taking unfair advantage of its
position, Article 40 expressly prohibits the inclusion of any clause in the
mortgage agreement which allows an automatic transfer of ownership of4
the mortgaged property to the mortgagee if the mortgagor defaults."
Hence, mortgage lenders should take care not to include such a provision
in the mortgage agreement.

IV. Registration of a Mortgage Agreement
A.

RegistrationRequirement

Prior to the enactment of the Guarantee Law, determining the effective date of mortgage agreements had been a source of confusion. This
was due partly to the lack of uniformity among the laws of the various localities. For example, in Shanghai, subject to the notarization requirement,
a mortgage agreement signed in Hong Kong, Macau, Taiwan, or the PRC
became effective when the parties signed it.65 In Guangzhou, however, a
mortgage agreement was effective only as of the day of regisration. 66 In
Beijing, the confusion was only worse, as the Beijing Municipality Real
Property Mortgage Procedures (Beijing Mortgage Procedures) are silent on
the issue. 67 Article 41 of the Guarantee Law now removes this inconsiqtency among the various local mortgage regulations. It provides that a
mortgage agreement will come into force only from the date of registration.
However, it is worth questioning whether a failure to register a mortgage agreement would necessarily mean that the security interest is completely unenforceable. 69 Despite the language in Article 41, registration
may be necessary only as a way to perfect its priority against third-party

64. Id. art. 40.
65. Shanghai Mortgage Procedures, supra note 59, art. 22.
66. Guangzhou Mortgage Procedures, supra note 58, art. 27.
67. Beijing Municipality Real Property, Mortgage Procedures, art. 32, Beijing Municipal People's Government (Apr. 20, 1994) [hereinafter "Beijing Mortgage Proce-

dures"].
68. Guarantee Law, supra note 18, art. 41.
69. Todd R. Benson, Taking Security in China: Approaching U.S. Practices?, 21
YALE J. INT'L L. 183, 200 (1996) ("In practice, registration may not always be necessary
for the creation of a valid security interest. This may be true even in localities with
regulations declaring that such a deficiency invalidates the transaction." (internal citations omitted)).
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mortgagees, but not essential against the contracting mortgagor and mortgagee themselves. 70 This view is not inconsistent with Article 43 of the
Guarantee Law, which specifically provides that an unregistered mortgage
agreement would be unenforceable against third parties, but does not say
whether it would be invalid against the contracting parties themselves. I
Thus, an unregistered mortgage agreement, by negative implication, might
be effective in this limited context.
If such is the case, it would be similar to the secured transactionBraetice in the United States, where registration is required for ?erfection, but
In functional
not for attachment of a security interest to a collateral.
terms, this approach makes logical sense. Presumably, the purpose of registering a mortgage agreement is to give notice of the mortgage interest to
any interested third parties.7 4 Since such a notice would be redundant for
the contracting parties themselves, registration is generally required only
for enforcement against third parties.7 5
B. Placeof Registration
There is no central registry in the PRC. Hence, Article 42 of the
Guarantee Law lists numerous mortgage registration authorities and their
respective jurisdictions.76 A lender seeking to register his or her mortgage
agreement may have to file at different registration authorities depending
on the type of property mortgaged under the agreement. For example, to
register land-use rights to unimproved land, one must go to the land administration bureau in the county where the property lies."7 For forest
land, one should register at the forestry bureau. 48 For urban real property,
completed buildings, or rural enterprise factory sites, the registration
79
authority is designated by the local government at or above county level.
This will be either the local property administration bureau or the local
land administration bureau.80

70.
71.
72.
73.
74.

Id at 200.
Guarantee Law, supranote 18, art. 43.
U.C.C. § 9-302(1) (1996); LouxI & WARREN, supra note 56, at 403.
U.C.C. § 9-203(1) (1996); LOPUKI & WARREN, supra note 56, at 164-79.
LoPuKi & WARREN, supra note 56, at 325.

75. Id at 403.
76. Guarantee Law, supra note 18, art. 42.
77. Id
78. Id
79. Id

80. Id
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C. Registration Procedures
When registering, lenders must comply with the procedures set forth
in Article 44, which requires that registering lenders be ready to present (1)
the loan agreement; (2) the mortgage agreement; and (3) the property ownership certificate or the land-use right certificate.81 To ensure efficiency
and reliability of the registration system, the mortgage procedures in both
Guangzhou and Shanghai further provide that the relevant registration
authority will issue a registration certificate to the lender within fifteen
days of submitting a registration application.8 2 The Beijing Mortgage Procedures also states that the registration authority will complete the registration process within thirty days from the date of receipt of all the requisite documents.83 Once registered, the registration expires only when the
4 Mortgage lenders do
underlying mortgage interest expires.8
not need to
85
re-file to maintain registration.
D. Time Limit for Registration
The Guarantee Law does not expressly state the time limit for registration. As such, it is presumably governed by local mortgage procedures.
In Beijing and Shanghai, the time limit for registering a domestic mortgage
agreement is thirty days from the date on which the mortgage agreement is
signed. 86 In Guangzhou, the time limit is within thirty days of notarization.87 For a mortgage agreement signed in Hong Kong, Macao, Taiwan,
or abroad, the time limit is extended to sixty days in both Gunngzhou and
Shanghai. 88 The Beijing Mortgage Procedures do not extend the time limit
for mortgage agreements signed abroad.
Given that local procedures control the time limit for registration in
their respective jurisdictions, mortgage lenders in Shanghai may find it especially difficult to reconcile the local regulations with the Guarantee Law.
The conflict lies in the question of when to begin accrual of the thirty-day

81. Id. art. 44.
82. Guangzhou Mortgage Procedures, supra note 58, art. 25; Shanghai Mortgage
Procedures, supra note 59, art. 42.
83. Beijing Mortgage Procedures, supranote 67, art. 40.
84. Benson, supra note 69, at 206-07.
85. Mortgage lenders in the United States also need not update their filing to maintain their security interest in the mortgaged property. Id. at 207 n.143.

86. Beijing Mortgage Procedures, supra note 67, art. 17; Shanghai Mortgage Procedures, supranote 57, arts. 22, 38.
87. Guangzhou Mortgage Procedures, supra note 58, art. 25.
88. Id.; Shanghai Mortgage Procedures, supra note 57, art. 22.
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time limit for registration.8 9 In Shanghai, the time limit for registration be-

gins to accrue as the mortgage agreement becomes "effective," which, under the local regulations, occurs when it is signed.9 However, Article 41
of the Guarantee Law, which prevails over the local regulations, mandates
that a mortgage agreement is "effective" only upon registration. 9 When
read together, the laws create a cyclical Zen riddle for mortgage lenders:
while a mortgage agreement is to be registered within thirty days of coming into "effect," it does not become "effective" until it is registered. Under the circumstances, a mortgage lender financing a real property purchase in Shanghai, for purposes of calculating time limit for registration,
should probably continue to treat mortgage agreements as "effective" upon
signing, notwithstanding Article 41 of the Guarantee Law.
E. PriorityBased on Precedence ofRegistrations

Article 54 of the Guarantee Law sets forth the rules of priority based

on the order of registrations and signing.9 2 Among registered mortgagees,

the parties shall have priority to the mortgaged property in the order in
which they register.93 If the order is the same, it shall be distributed pro
rataaccording to the percentage of creditor's rights. 94 Among unregistered

mortgagees, the parties shall have priority in the order in which the mortgage agreement is signed. 95 If the order of signing is the same, it shall be
distributed pro rataaccording to the percentage of creditor's rights.9 In a
dispute among registered and unregistered mortgagees, the registered par-

ties shall have priority over the unregistered ones.97 All information on
prior encumbrances
is available for inspection and photocopying with the
98
relevant registry.
These rules of priority under the Guarantee Law are landmarks be-

cause priority is not a widely understood concept in the PRC. 9 Thus, despite the enactment of the Guarantee Law, there might still be some problems in enforcing such "radical" idea in practice. For example, courts in
89.
90.
91.
92
93.
94.
95.
96.
97.
98.
99.

See Shanghai Mortgage Procedures, supra note 57, art. 38(1).
Id arts. 22, 38.
Guarantee Law, supranote 18, art. 41.
Id art. 54.
Id
Id
Id
Id
Id.
Id art. 45.
Benson, supra note 69, at 219.
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the PRC may not enforce the priority rules against an unsecured creditor
who has already enforced its interest by taking possession of the collateral.1° Hence, a secured creditor first in line on the priority list may be secured only to the extent that the collateral is still within the debtor's possession. 10 Hopefully, by statutorily reinforcing the concept of priority, the
Guarantee Law will clarify the present confusion among courts and competing parties.
V. Other Miscellaneous Requirements
A.

Notarization Requirement

Notarization is required to prove a document's authenticity and legality.102 Although the Guarantee Law does not specifically require it, the advantage of notarization is that if a party fails to comply with a notarized
document, the other party may directly apply to the People's Court to obtain a judgment to enforce the mortgage .agreement without going to
trial. 0 3 This gives great advantage to mortgage lenders as it removes some
of the hassles and unpredictability of Chinese court proceedings. 10 4 To
qualify for a direct enforcement of debt, the mortgage agreement must (1)
be authenticated by a public notary, (2) clearly state the loan amount, the
loan period, the scope of the security, and (3) contain a provision explicitly
stating the intention of the parties concerned to subject themselves to direct
enforcement of debt in case of a default. 0 5 Of course, even with notarization, there is no guarantee that debtors will cooperate with their creditors
or the courts by giving up the collateral. 6 Section VI of this Note will
discuss these issues of enforcement further.

100. Id.
101. Id.
102. Provisional Regulations of Notarization of the People's Republic of China, art.
2, State Council (Apr. 13, 1982) [hereinafter "Notarization Regulations"]. Some states
in the U.S., such as Ohio, also require notarization of documents as a prerequisite to recording the mortgage. LOPUKi & WARREN, supra note 56, at 178.
103. Notarization Regulations, supra note 102, art. 24.
104. Benson, supra note 69, at 218.
105. Provisional Procedures of Notarization of the People's Republic of China, art,

35, 13th Judiciary (Dec. 12, 1990) [hereinafter "Notarization Procedures"]. The special
notarization procedure is analogous to a power of sale clause or a deed of trust executed
in the real estate setting to avoid the necessity of formal foreclosure proceedings. LopuKi
& WARREN, supra note 56, at 38.
106. Benson, supra note 69, at 218.
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Valuation Requirement

Article 35 of the Guarantee Law lays out the general principle that the
obligations secured by a mortgage may not exceed the value of the property. ° 7 It also permits further mortgages on the same property, provided
that the amount covered by the subsequent mortgages does not exceed the
balance. 108 Since a loan will be unsecured to the extent that it exceeds the
value of the property, 1 9 a mortgage lender should always demand an appraisal report when the mortgage agreement is executed. Under Article 12
of the Beijing Mortgage Procedures, a mortgagor has the duty to obtain an
appraisal report on the mortgaged property for the mortgagee." 0 In
Guangzhou and Shanghai, such duty is not explicitly assigned to any one
party, but is determined through negotiation between the parties concemed. 111

However, in the absence of a standard procedure for evaluating property, it is unclear as to who will have the authority to determine the value
of an asset. The Guarantee Law says nothing about whose valuation
should be used among the possible choices of banks, independent assessors, or courts. Under the circumstances, mortgage lenders should communicate with the local relevant authority to obtain approval for the appraiser they choose. Failure to do so may result in an appraisal report that
may not survive a court battle, by which time it might
12 be too late to make
any changes to secure the full amount of their loans.
The uncertainty over valuation is further exacerbated by the Guarantee Law's prohibition on the use of overlapping security!"3 As discussed
in Section IL "overlapping security" refers to the common practice among
lenders in the PRC to take different forms of security to cover the same
debt.1' 4 For example, suppose that a $3 million loan is secured by a property valued at $2.5 million. The mortgage lenders may also demand a $3
million personal guarantee as an extra security, $2.5 million of which
overlaps with the mortgage. With the extra security, even if the property
later falls below the initial valuation, the lender may still look to the guarantee to compensate for the deficiency. Under Article 28, however, the
107. Guarantee Law, supranote 18, art. 35.

108. Id
109. Id
110. Beijing Mortgage Procedures, supra note 67, art. 12.
111. Guangzhou Mortgage Procedures, supra note 58, art. 19; Shanghai Mortgage
Procedures, supra note 57, art. 23.
112. Wong, supra note 40, at *2.
113. Guarantee Law, supranote 18, art. 28.
114. Wong, supra note 40, at *2.
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luxury of overlapping security is prohibited, as the amount guaranteed
cannot exceed the balance in excess of the amount secured by the mortgage.115 In other words, in the hypothetical situation above, $'2.5 million of
the guarantee would be invalid for overlapping with the mortgage over the
same debt. Under the circumstances, with uncertain valuation procedures
and the prohibition on overlapping security, mortgage lenders must protect
themselves by evaluating property
and lending money conservatively in
1
proportion to the property value.
VI. Enforcement Issues
A. InformalProceedings
Unlike Article 9 of the U.C.C., which recognizes self help as a statutorily approved means to enforce one's security interest, 117 the Guarantee
Law says nothing about alternative means of enforcement other than formal court proceedings. However, numerous other Chinese laws and regulations provide mortgage lenders and borrowers with inforrnal means of
dispute resolution. For example, Article 2 of the Economic Contract Law,
which governs all domestic contracts between Chinese legal persons or
business enterprises,118 provides "[i]f a dispute arises over an economic
contract, the parties concerned may resolve the dispute through consultation or mediation."" 9 Likewise, Article 2 of the Foreign Economic Contract Law, which governs all contracts, other than an international transportation contract, between a foreign party and a Chinese enterprise,120 also
states "[a]ny disputes arising from a contract ought to be settled by the
parties, if possible, through consultations or mediation of a third party."''

115. Guarantee Law, supra note 18, art. 28.
116. Security Counsel Freshfields Reviews China's First Unified Law on Taking Se-

curity, CmNAEcoN. REv., Dec. 1, 1995, at *2, availablein 1995 WL 14511872.
117. U.C.C. § 9-503 (1996) ("Unless otherwise agreed, a secured party has on default
the right to take possession of the collateral. In taking possession, a secured party may
proceed without judicial process if this can be done without breach of pence ....

).

118. Economic Contract Law of the People's Republic of China, 8th Nat'l People's
Cong. 3rd Sess., Standing Comm. (Sept. 2, 1993) (originally enacted Dec. 13, 1981)
[hereinafter "Economic Contract Law"].
119. Id. art. 42.

120. Foreign Economic Contract Law of the People's Republic of China, 6th Nat'l
People's Cong., 10th Sess., Standing Comm. (Mar. 21, 1985) [hereinafter "Foreign Eco-

nomic Contract Law"].
121. Id. art. 37
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Since the Chinese have a strong aversion to formal court proceedings,12
Chinese law heavily promotes the use of these alternative means to resolve
conflict outside the court. 12 This Section focuses on two primary means
of informal dispute resolution: negotiation (consultation) and mediation
(conciliation). 124
1.

Negotiationor Consultation

Negotiation or consultation refers to a direct, voluntary discussion
between the parties concerned.125 There is no law to regulate the process
of negotiation. But parties to a negotiation must generally abide by the
implied principles of voluntary participation, equal and mutually beneficial
bargain, legality, and promotion of public interests. 126 Since agreements
reached are privately negotiated and thus are not legally binding to the
parties concerned, both parties must be willing and satisfied to be bound
by the agreement reached by negotiation. Otherwise, the dissatisfied party
may always renege on the agreement and resort to other means, such as arbitration or litigation, to resolve the dispute. Although negotiation is generally perceived as the initial step in resolving most conflicts,)" 7 there is
2
some question as to whether it is a mandatory precondition to litigation.1 8
A legal duty to negotiate, even if it does exist, is easy to comply with because any gesture of discussion could be arguably regarded as evidence of
attempted negotiation. 29 Nevertheless, as a matter of practice, negotiation
indeed deserves to be the first option in dispute resolution, as it is gener122. DIsPUTE RESOLUTION IN THE PRC: A PRACTICE GUIDE TO LITIGATION AN
ARBRAnTION IN CHINA 23 (Chris Hunter ed., Hong Kong, Asia Law and Practice 1995)
[hereinafter "DISPUTE RESOLUTION"].
123. Stanley Lubman, Studying ContemporaryChinese Lm: Limits, Possibilities,and
Strategy, 39 AMER. L OF CoMe. L. 293, 298 (1991) ("Preference for informal dispute
settlement had marked Chinese society long before 1949; the CCP also emphasized the
importance of mediation ....
").

124. There is no meaningful distinction between "negotiation" and "consultation." In
fact, the Chinese word xieshang can be translated as either "negotiation" or "consultation." Likewise, the expression "mediation" and "conciliation" are not clearly defined in
Chinese law. Each of them can be regarded as an adequate translation of the Chinese
word tiaojie.
125. ZHONGUO YINHUN FALru YII SHmwu [CMNA'S BANKING LAW AND PRACTICE] 418

(Wu Jingren et al. eds., Beijing, Zhongxing Publishing 1996) [hereinafter "CmA's
BANKING LAW AND PRACTICE"].

126. Id. at418-19.

127. See e.g., Economic Contract Law, supra note 118, art. 42; Foreign Economic
Contract Law, supra note 120, arts. 37, 38.
128. DISPUTE RESOLUTION, supra note 122, at 24-25.
129. Id at 24.
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ally simpler, cheaper, less troublesome, and more amicable. 130 However,
mortgage lenders must also be alert to the potential for abuse, as debtors
may take advantage of the lack of formal procedures in negotiation and use
it as a tactic to delay payment of debt.131 Therefore, prior to a negotiation,
it would be wise for the parties concerned to agree to a set: period of time
within which a settlement must be reached.
2. Mediation or Conciliation
Mediation or conciliation refers to a process of dispute resolution in
which a third party acts as a mediator to assist the parties 1:o reach a solution. 133 Mediation in China can be divided into two broad categories: those
in which parties are legally bound by the settlements reached, and those in
which parties are not.
Legally binding mediation includes arbitrator- and court-conducted
mediation. 35 Disputing parties at arbitration may, at any stage of the arbitration, proceed with mediation conducted by the arbitrator 36 Likewise,
disputing parties may also apply directly to the court for mediation at any
stage of the litigation. 37 In either case, once a settlement is reached, it carries the
force of law upon signature of the parties and certification of the
138
court.

Non-binding type of mediation includes private mediation and administrative mediation. 13 9 Private mediation refers to those conducted by
private individuals or local mediation committees, which often consist of
community leaders. 140 Administrative mediation refers to conciliation
conducted by administrative agencies with jurisdiction over the subject

130.
131.
132.
133.
134.
135.

CHINA'S BANKING LAW AND PRAcTICE, supra note 125, at 418.
DisputE RESOLuION, supranote 122, at 25.
Id.
CHINA's BANKING LAW AND PRACTICE, supranote 125, at 419.
Id. at 420.
Id. at 421-22.

136. Arbitration Law of the People's Republic of China, 8th Nat'l People's Cong., 9th
Sess., Standing Comm., art. 51 (Aug. 31, 1994) (effective on Sept. 1, 1995) [hereinalter

"Arbitration Law"] ("An arbitration tribunal may mediate before giving an award.");
CHINA's BANKING LAW, supra note 125, at 421.

137. Law on Civil Procedures of the People's Republic of China, 3rd Nat'l People's
Cong., 4th Sess., Standing Comm., arts. 9, 85 (Mar 8, 1982) [hereinafter "Civil Procedure Law"].
138. Id.arts. 207, 215.
139. CHINA'S BANKING LAW AND PRACTICE, supra note 125, at 420.
140. Id.
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matter in dispute. 41 For example, with respect to mortgage agreements,
parties may apply directly to the local administration of industry and commerce for mediation. 142 As discussed earlier, the most important distinction for private and administrative mediation is that settlements reached in
such mediation are not legally binding. Despite their limited legal effects,
however, these two methods of mediation have deep cultural and historical
roots, and are an effective means of dispute resolution when properly employed. Historically, respected elders, leaders, or high-ranking officials
were sometimes called upon to assert pressure on the parties to adjudicate
disputes. 143 In this context, failure to "give face" to the third party may result in social ostracism for the non-complying party.'" This social pressure is still much in existence even today. 145 The Chinese favor this approach because having a third party in the middle tends to prevent direct
confrontation and saves face for the disputing parties. 46 The flip side to
this approach, obviously, is that it can become a battle of guanxi or connections between parties. However, since the results are not legally binding, a truly dissatisfied party may always renege on the agreed settlements
and resort to other means, such as arbitration or litigation, to resolve his
dispute.
B. FormalProceedings
. Finally, a mortgage lender may institute a formal proceeding to enforce his security interest. Article 53 of the Guarantee Law provides that if
a lender has not received full compensation when the loan period expires,
he may-agree with the mortgagor to receive payment by (1) converting the
mortgaged property into value or (2) obtaining proceeds from the auction
or sale of the property. 147 If the parties fail to reach an agreement through
informal negotiation or mediation, the mortgage lender may compel en14
forcement either through arbitration or litigation in the People's Court. 9
This Section gives a very basic overview of both arbitration and litigation
procedures and discusses some of the related enforcement problems with
formal proceedings.
141.
142.
143.
144.
145.

let
Id
Benson, supra note 69, at 212.
Id.
Id

146. Id.
147. Guarantee Law, supranote 18, art. 53.
148. Economic Contract Law, supra note 118, art. 42; Foreign Economic Contract
Law, supra note 120, arts. 37, 38.
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1. Arbitration
If the parties are unwilling or unable to solve their dispute through
consultation or mediation, both the Economic Contract Law and the Foreign Economic Contract Law provide that they may submit to arbitration.149 With the introduction of the Arbitration Law in 1995, which standardizes the arbitration process and procedures, parties may now agree to
arbitrate through an arbitration clause contained in a mortgage contract or
an independent agreement formed either prior to, or after, the occurrence
of the dispute. 50 A valid arbitration agreement must have: (1) an expression of intent to arbitrate; (2) a description of matters to be referred
to ar5
bitration; and (3) a designation of an arbitration commission.1
With a valid arbitration agreement, disputing parties may seek to settle their claims in an arbitration commission with proper filing of application.1 52 The Chinese arbitration system is currently divided into two major
regimes: domestic and international. Various domestic arbitration commissions have been established at the level of the provincial government,
the municipalities under direct control of the national government, or certain large-sized municipalities. 153 The international regime, such as the
China International Economic and Trade Arbitration Commission
("CIETAC"), deals1 54with claims arising from international or foreignrelated transactions.
An arbitral award is final and binding on the parties. 55 After a decision has been rendered, if the losing party fails to perform, the winning
party may then apply to the court in the place where the mortgaged prop-

149. Economic Contract Law, supra note 118, art. 42; Foreign Economic Contract
Law, supra note 120, art. 37.

150. Arbitration Law, supra note 136, art. 16; CHINA'S BANKING LAW AND

PRACTICE,

supra note 125, at 425.
151. Arbitration Law, supra note 136, art. 16; CHNA's BANKING LAw AND PRACTICE,
supra note 125, at 425.
152. Arbitration Law, supra note 136, art. 21-24; DIspUTE REsOLImoN, supra note
122, at 83.
153. Arbitration Law, supra note 136, art. 10; DIspuTE RESOLUTION, supra note 122,
at 80. To date, seven PRC cities, Beijing, Shanghai, Tianjin, Guangzhou, Xian,
Shengzhen, and Hohhot, have been selected as trial venue. Id. at 79.
154. DisPuTE RESOLUTION, supra note 122, at 51; CHINA'S BANKING LAW AND

supra note 125, at 423.
155. Arbitration Law, supra note 136, art. 9; DisPUTE RESOLUTION, supra note 122, at
87.
PRACTICE,
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erty lies to enforce the arbitral awards. 156 In response, an aggrieved party
may move to set aside the award under Article 217 or 260 of the Civil Procedure Law on the following grounds: (1) where there is no arbitration
agreement; (2) where the matter concerned falls beyond the scope of an arbitration agreement or the arbitral authority of the commission; (3) where
the constitution of the tribunal contravened the arbitration procedural
rules; (4) where the award was made on false or insufficient evidence; (5)
where the law was applied incorrectly; (5) where the arbitrator has taken
finally (6) where
bribery or abused his or her power as15an
7 arbitrator, and
the award contravenes public interests.
2.

Litigation

Finally, disputing parties may litigate in the People's Court to enforce
their mortgage interests. 58 Prior to litigation, however, the parties concerned must make sure that the forum in where they choose to litigate has
territorial jurisdiction and is of the correct forum level. 5 9 As a general
rule, a court has territorial jurisdiction of the place where the defendant
lives, or has asset, or where the contract was signed or performed. 16 This
jurisdictional rule should pose no problems for mortgage lenders, as they
must execute the judgment in a court where the mortgaged property is located anyway. As to whether the parties are litigating at the appropriate
forum level, it depends on the value of the property in dispute. Generally
speaking, the basic-level courts handle disputes below 30,000 renminbi
(RMB) .i61 The intermediate courts would take on cases between 30,000 to
5,000,000 RMB. 162 Finally, the superior courts would preside over any
case with over 5,000,000 RMB in dispute. 163 However, take caution that
the above procedural rules may be different if the case involves a foreigner, foreign enterprise or organization.'6 This is because Part IV of the
156. Arbitration Law, supra note 136, art. 62; Civil Procedure Law, supra note 137,
art. 217; CHINA's BANKING LAW AND PRAcTICE, supra note 125, at 427; DISPUTE
RESOLUTION, supra note 122, at 89.

157. Arbitration Law, supra note 136, arts. 58, 63; Civil Procedure Law, supra note
137, arts. 217, 260; CHINA'S BANKING LAW AND PRACTICF, supra note 125, at 427.

158. Economic Contract Law, supra note 118, art 42; Foreign Economic Contract
Law, supra note 120, art. 38.
159. DISPUTE RESOLUTION, supra note 122, at 65-66.
160. DISPUTE RESOLUTION, supra note 122, at 66; CHINA's BANKING LAW AND
PRACTICE, supra note 125, at 431-32.
161. CHINA'S BANKING LAW AND PRACrICE, supra note 125, at 432.
162. Id
163. Id at432-33.
164. DISPUTE RESOLUTION, supra note 122, at 64.
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Civil Procedure Law has special provisions
for foreign-related cases on ju165
matters.
procedural
other
and
risdiction
3. Problems in Enforcement through FormalProceedings
Enforcing one's security interest through judicial proceedings in
China can prove to be an onerous and unpredictable task for many. Although the general rules for enforcement are available under Chinese
law, 66 in practice, one who tries to obtain and enforce an arbitration or
court judgment faces many formal and informal obstacles. One major
factor contributing to the difficulty is the prevalence of personal connections or guanxi in judicial proceedings. Often, the party who has the
strongest guanxi with the most powerful individuals will have an edge regardless of the strength of his case. 167 This may frustrate many who see
China as having no rule of law, with guanxi taking precedence over any
formal contracts. Nevertheless, such is a reality that must be dealt with.
As discussed infra, the pervasiveness of guanxi affects all aspects of enforcement through formal proceedings.
One manifestation of the widespread problem of guanxi comes in the
form of local protectionism. 168 It is widely acknowledged that judges in
China often favor local parties. 6 9 The reasons for this can be attributed to
the environment within which judges operate in the PRC. Chinese judges
do not have tenure on bench, and often practice in their home districts,
where they may have longtime friends and former classmates who are lawyers, company executives, or government officials. 170 More importantly,
Chinese judges are appointed with the approval of local Cormunist Party
and receive most of their funding and services from the 'local government, 171 both of which have vested investment and tax interests in local
business. Understandably, under the circumstances, judges tend to be
more sensitive to the social, political, and economic impacts of their deci-

165. Id.
166. The court may seek to compel enforcement by imposing fines, garnishing wages
and savings, or even detaining the non-complying party. Benson, supra note 69, at 218,
167. Id.
168. DIsPuTr RESOLUTION, supranote 122, at 42, 69.
169. Id. at 69. The problem of local protectionism is widely acknowledged. Mr. Ren
Jianxin, the President of the Supreme People's Court, in a 1992 report made at the National Conference on Politics and Law, specifically called for the prohibition of local
party and government officials from interfering with judicial process, and judges from
showing favoritism towards local parties. Id. at 43.

170. Id. at 69.
171. Id. at 26, 69.
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sions on the local community and
172 may defer their decisions to liking of the
local official or party members.
In addition, the problems of corruption and disregard for the rule of
law pervade the entire society. In a culture that heavily emphasizes the
importance of relationships, guanxi is the most important factor in any
transaction.1 73 In this context, bribery or "gift-giving" tends to be more socially acceptable and, as a result, corruption becomes systematic. 74 Judges
in the PRC are especially vulnerable because they are generally underpaid. 175 Monthly salaries for most judges range from 2,000 to 3,000 RMB,
while lawyers may earn 10,000 to 20,000 RMB per month. The Supreme
People's Court reported that in 1994, of the forty-seven judicial personnel
to receive criminal punishment, thirty-four were judges. 16
Finally, the corruption problem is further intensified in a culture that
lacks a concept of the rule of law. In the PRC, court orders are often ignored or are only grudgingly obeyed.7 In one extreme example involving
the enforcement of a mortgage interest on a factory building, the factory
deputy director actually ordered his factory workers to attack court execution personnel who were trying to prevent the factory workers from removing the collateral.17 In another reported incident where a bank was
trying to seize the defendant's property under a court order, the local police lromptly arrived to prevent the bank from carrying out the court order. 9 Frightening cases like these, though rare, provide insights to some
extent into the state of China's rule of law.
What can mortgage lenders do to protect against some of the defects
in formal proceedings? Mortgage lenders may want to resolve their disputes through arbitration, which is generally perceived as more fair and
immune to local interference. 80 Articles 8 and 14 of the Arbitration Law
specifically provide that arbitration should be carried out independently,
free from interference by administrative authorities, social organization,

172. Id. at 26.
173. Hilton Root, Corruption in China: Has It Become Systematic?, 36 ,ASLAN
SuRVEY 8, Aug. 1, 1996, at 741 available in 1996 WL 13007366.

174. Id; DIsPUTE RESOLUTION, supra note 122, at 69.
175. DisPUTE R SOLUTION, supra note 122, at 68, 69.

176. Icd
at 69.
177. Benson, supranote 69, at 215.
178. Id.
179. Yungeng Hu & Jefferey Sweet, Basics, Not Guanxi, Should Drive China Deals,
ASLAN WALL ST. J., Jan. 16, 1995.
180. DISPUTE REsOLuTION, supra note 122, at 25-26.
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individuals, or other arbitration bodies.' However, if the losing mortgagor refuses to comply with the arbitral judgment, the mortgage lender must
still apply to the Intermediate People's Court in the place where the mortgaged property is located to execute the arbitral award. 82 Thus, to the extent that enforcement still depends on the local court system, satisfaction
of the arbitral award may still be problematic.
VII. Conclusion
If China is to acquire economic superpower status in the next century,
it must develop a competitive financial market to more effectively allocate
credit and provide liquidity in order to fund the construction of the nation's
enormous infrastructure. Such an environment is essential to the long-term
prosperity of China. In this context, the Guarantee Law is a landmark in
China's financial reforms.
In evaluating the effectiveness of the Guarantee Law, one should keep
in mind the goal of economic efficiency. 8 3 Arguably, the most economically efficient course of action is for creditors to have the legal right and
means to recover their money as soon as reasonably possible upon default.' 4 The rationale'is that it would allow the money to be recovered and
185
allocated to another borrower, thereby maximizing its usage and value.
Judging from this perspective, however, it is still unclear whether the rules
set forth in the Guarantee Law are optimal for economic efficiency. On
one hand, by standardizing the mortgage agreement and the registration
procedures, the Guarantee Law seems to favor creditors by removing much
of the confusion regarding securing, perfecting, and prioritizing mortgage
interests. 8 6 It also provides enforcement procedures for mortgage lenders
to foreclose on the property in cases of default. 8 7 On the other, the Guarantee Law is pro-debtor in many respects. For example, it is still unclear
whether a mortgage agreement can be easily voided by non-compliance
with formalities. Although amendments can be made to the mortgage

181. Arbitration Law, supra note 136, arts. 8, 14.
182. DIsPuTE RESOLUTION, supra note 122, at 42.
183. Ross Cranston, Credit, Security and Debt Recovery: Law's Role in Reform in

Asia and the Pacific,39 ST. Louis L.J. 759, 759 (1995) ("Effective credit allocation and
debt recovery are central to the proper functioning of an economy. Their achievement
can be measured in terms of the goals of economic efficiency and social justice.").

184. Id.
185. Id.
186. See generally Guarantee Law, supra note 18, arts. 38, 41, 54.

187. Id. art. 53.
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agreement under the Guarantee Law, 188 there exists no explicit provision
that provides for substantial compliance. Until this is further clarified, a
technical error in formalities may still, at least in theory, render a mortgage
interest unsecure. Also, the Guarantee Law has no provision for self-help,
which relative to litigation, offers the most speedy and least expensive way
of enforcement.189 Although negotiation and mediation are available to
mortgage lenders, the lack of guidelines on this option restricts mortgagees' capacity to realize security immediately and extra-judicially in a lawful manner. Finally, prohibiting the use of guarantee to overlap securit
harms mortgage lenders by taking away an extra source of security. I
Without the extra protection, foreign9 banks may be unwilling to provide
finance for some mainland projects. 1
Nonetheless, it cannot be overemphasized that the solution to China's
financial problems does not lie simply in legal reform. Other changes must
be made to render the Guarantee Law more effective. They include (1)
stronger anti-corruption measures to reduce the influence of party and government officials on allocation and recovery decisions; (2) increased use of
arbitration; (3) decreased emphasis on guanxi and local protectionism; and
(4) a greater understanding and respect for the rule of law. To a large extent, these suggested reforms seek to address problems that are culturally
based and thus much more difficult to achieve. There are no easy solutions. Nonetheless, in enacting the Guarantee Law, China has made an
important stride in the right direction.

188. Id. art39.
189. Cranston, supra note 183, at 781 ("The effectiveness of security is proportional

to the extent it can be enforced with speed and at low cost. Self-help, where the creditor
can seize the property subject to the security and sell it to cover the debt, is most beneficial to creditors.").
190. Guarantee Law, supranote 18, art. 28.

191. Wong, supra note 40, at *2.

